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Abstract

With the continuous improvement of China’s capital market, China’s venture
capital investment has also grown, regardless of the number of institutions or
the size of funds managed. The exit from venture capital is the last and most
important part. This paper sorts out the way and performance of China’s
venture capital investment projects by sorting out the historical data. It is
found that although the number of venture capital investment in China con-
tinues to grow, it is still close half of the projects withdrawn with lost. Al-
though IPO exits have the highest revenue, it does not have a higher propor-
tion than repurchase and mergers and acquisitions because of its long time
and difficulty. In the case of relatively high repurchase and mergers and ac-
quisitions, repurchase is a loss in most cases.
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1. Introduction

Venture Capital is known as venture capital investment. According to the histo-
ry of China’s venture capital development, there are about three main stages of
development in China’s venture capital: The first stage is from the 1990s to 2000,
investing mainly equity Investment in Domestic Growth Enterprises; The
second stage is from the beginning of this century to 2005; most of venture capi-
tal institutions have closed down except that a small number of them strive. The
main factor is the impact of the US Internet stock bubble, but it also shows that
the local venture capital institutions are still immature; The third stage is from
2005 to the present. With the completion of the share-trading reform of the se-
curities market, the successful launch of the GEM and the introduction of rele-

vant policies and regulations that promote the listing of mature enterprises in
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the domestic securities market, China’s venture capital industry ushered in the
third peak period of development.

In 2016, the number of institutions in China’s venture capital industry
reached 2045, an increase of 270 from 2015, an increase of 15.2%. Among them,
there were 1421 venture capital investment funds, an increase of 270 from 2015,
an increase of 8.4%; and 624 venture capital investment management institu-
tions, an increase of 160 from 2015. The increase was 34.5%; the disclosure of
152 new funds raised in the same year; the new raised fund management capital
of 101.61 billion yuan. Compared with foreign countries, China’s venture capital
investment has developed rapidly in recent years. In 2016, the number of ven-
ture capital institutions and management capital was only one thousand US. In
2016, the number of venture capital institutions in the United States reached
2460 (including 1562 venture capital funds and 8.98 management institutions),
with a total management capital of 333 billion US dollars @.

The venture capital step is divided into raising funds—screening projects—formal
signing of agreements—investment—exiting, and venture capital exit is the final
step in venture capital activities, but it is also the most important link. First, a
sound venture capital exit mechanism can maintain the stability and continuity
of venture capital. Second, the exit mechanism is the key to ensuring continuous
access to venture capital. This paper will study the exit performance of Chinese

venture capital enterprises from the aspects of exit mode and performance.

2. Literature

Ren Heda [1] pointed that the important reason for the slow development of
China’s venture capital industry is the lack of effective exit mechanism. Zhengke
and Zheng Xiaoqi [2] discuss the main practical ways that China’s venture capi-
tal exit can be adopted through the comparative analysis of the exit channels of
venture capital. According to Brau [3], the premium level of venture capital
projects when they exit through IPO is 22% higher than when they exit through
mergers and acquisitions. Nahata [4] pointed out that to make investors con-
vinced of attractive returns and then to raise additional capital, successful exit is
the key. The choice of exit means is determined by both factors of the enterprise
and venture capital. A well-performing venture company can not only bring a
more successful exit (IPO or acquisition), but it is also possible that in both exit
situations, a relatively good performance is more likely to go public rather than
sell to the acquirer. Armin [5] used the exclusion method to analyze and com-
pare the three exit methods of equity transfer, initial public offering and bank-
ruptcy liquidation, and constructed a survival risk analysis model to determine
the risk exit method based on the exit cost and return. Chen Demian and Cai Li
[6] through the analysis of the feasibility of China’s current venture capital exit
and the comparison of the advantages and disadvantages of venture capital exit
methods, pointed out that the exit channel more suitable for China is mergers
and acquisitions. Zhang Xiaolei [7] determined the best choice for IPO by means
of research and analysis of venture capital related exit timing. Wang Bo [8]
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pointed out that the existing domestic venture capital exit channels mainly in-
clude backdoor listing, acquisition and merger, share repurchase, overseas
second board listing, and exit through regional property rights trading market.
Li Qian [9] obtained through quantitative analysis: the return rate of the VCs in
the exit channel is from high to low in order of public offering, stock repurchase,
acquisition, and liquidation. However, she pointed out that not all venture capi-
talists can choose to go public for listing and exit when venture capital exits.
Wang Hankun [10] believes that the development of venture capital funds in
China faces certain difficulties. It is due to the imperfect investment exit method,
excessive dependence on public listing, and the over-the-counter market is un-
derdeveloped, making many companies closeable. There are too few channels.
To this end, many companies have gone public abroad, thus realizing their in-
vestment in listed financing and private equity investment funds. Liu Zhixiong
[11] pointed out that due to the insufficient development of China’s capital
market; the exit channel for venture capital is limited. In the past, it mainly used
equity transfer to achieve exit. With the launch and continuous development of
the GEM market, public listing will be it will become an important way for Chi-
na’s venture capital to withdraw. Yanglei [12] analyzed the various factors that
may be affected by the exit of venture capital from the micro and macro aspects
and the empirical test. Xuxin and Xiayun [13] studied deeply the influencing
factors and economic consequences of the exit of venture capital IPOs based on
the description of the exit characteristics of venture capital investment of Chi-
na’s GEM companies from 2009 to 2013 and found that after the listing of en-
terprises, China’s venture capital showed a feature of one-time complete exit and
less discontinuation are deeply studied. Zhao Xiaohui [14] pointed that IPO exit
is the exit method with the highest return on risk investment, but it should be
considered in combination with the risk enterprise development plan and the
market environment at the time of exit. Wang Wei [15] comparatively analyzed
the advantages and disadvantages of several exit mechanisms. Shilin et al [16]
pointed that knowledge specialization and positive exit are positively correlated
and knowledge specialization negative adjustment relationship embedding and
successful exiting inverted U-type relationship. Chensu [17] shows that the
greater the quality of the investment country and the Chinese law, the greater
the possibility of successful exit of cross-border venture capital, and the higher
the performance of cross-border venture capital, but this does not affect the time
required for exit. And the time required for a successful exit depends more on

the host country’s own capital markets and technological developments.

3. Study of Venture Capital Investment Exit Study in China

3.1. The Main Exit Channel Categories and Characteristics of
Venture Capital

3.1.1. Initial Public Offering
The initial public offering means that the venture entrepreneurs use the shares

held by the invested company to conduct public listing, thereby converting the
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equity capital they hold into public equity capital, and gaining recognition
through the trading market, thereby realizing capital appreciation. Before the
launch of the GEM in 2009, the exit of China’s venture capital institutions
through listing methods was mainly listed in Shenzhen Small and Medium-sized
Board, Hong Kong Growth Enterprise Market and overseas. Since the launch of
the GEM, it has opened up a new way for the exit of domestic venture capital.
The focus of venture capital institutions has turned to the GEM, and more and
more venture capital projects have been exited through the GEM, and the exit

rate of return is considerable. So this is the most important way for VCs to exit.

3.1.2 Mergers and Acquisitions

Corporate mergers and acquisitions mainly include mergers and acquisitions,
which is an important way for companies to conduct property rights transac-
tions. When the invested company develops to a mature stage, the invested
company is integrated into a major project by the venture capital institution, and
then sold to strategic investors in order to achieve capital exit, and ultimately
obtain higher investment income. For various reasons, some venture companies
can not obtain the listing conditions, and then withdraw, so these venture com-
panies generally achieve the exit of venture capital through mergers and acquisi-
tions. Although this exit method does not give investors the highest rate of re-

turn, it is a relatively flexible model.

3.1.3. Corporate Repurchase

Enterprise repurchase refers to the way in which the employees of the invested
company and their management acquire the shares of the company that are is-
sued, thereby achieving the exit of venture capital. This exit method is an alter-
native to the general venture capitalist, not a mandatory exit method. In addi-
tion, from the repurchase implementation body, the repurchase can be divided
into: employee stock ownership fund (ESOT), that is, the venture capitalist pur-
chases the shares held by the venture capitalist through the employee stock
ownership fund, so that the employee will hold the risk investor. The manage-
ment buyout (MBO), that is, the management of the venture capital is used by
the management of the company to recover the shares of VCs. The payment is
usually made by other shares held by the management, cash from the bank, etc.
The use of options to buy and sell, mainly includes stock options and stock op-
tions. However, this is also a kind of exit channel with the nature of “double-edged
sword”. It is to acquire its own shares from the company, and the risk investors

will withdraw the capital and affect the shareholders’ rights and interests.

3.1.4. Liquidation

Liquidation is the dissolution or bankruptcy of an enterprise due to misma-
nagement, etc., and then its debts and property must be cleaned up and disposed
of, and venture capital must be withdrawn. There are two ways to liquidate: one
is bankruptcy liquidation, that is, the enterprise cannot repay the debt when it

expires, so it is declared bankrupt according to law, and the liquidation group is
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established by the court in accordance with relevant laws and regulations to li-
quidate the enterprise. Another way is to dissolve the liquidation. As the name
suggests, it is to achieve liquidation conditions according to the company’s ar-
ticles of association, and then initiate the liquidation process. However, since
this method is not only a very high liquidation cost, but also takes a long time,
not all failed projects are cleared in this way. For a venture capital institution,
once it is confirmed that the invested company has not reached the expected de-
velopment speed or has no good development scenario, and thus it is impossible
to obtain the expected return on investment, it will choose to immediately with-
draw from the invested enterprise. The way is not only to avoid continuing

losses, but also to recover funds to invest in new projects.

3.2. China’s Venture Capital Investment Accounted for Different
Ways of Exit

According to statistics, a total of 583 exit transactions were disclosed in 2016.
According to the exit channel, a total of IOI projects in venture capital invest-
ment companies exited through IPO, which was generally flat compared with
2015, but the proportion increased slightly, reaching 17.32%. This is mainly the
source of the capital market in 2016 is relatively stable. Relatively speaking, the
M&A transaction is still the main channel for exit, and the number of exit
projects has reached 173, accounting for 29.68%. In addition, the exit rate of the
project in 2016 is generally weak, and the proportion of repurchase and liquida-
tion is higher than that of 2015 (Table 1).

3.3. Study of Venture Capital Exit Performance

3.3.1. China’s Venture Capital Exits Overall Performance
As can be seen from the data in Figure 1 and Figure 2, due to the positive im-
pact of the bull market and monetary easing in the first half of 2015, the exit per-

formance of China’s venture capital investment was as high as 260.18%,

Table 1. Distribution of exit methods for venture capital investment in China (2009-2016)
Unit: Percent.

Y\e;;\l\/ie\tl\lid PO M&A Repurchase Liquidation Others
009 25.3 33 353 6.3 0
2010 29.8 28.63 32.82 6.87 1.91
2011 29.4 39.97 32.82 3.17 5.19
2012 29.41 15.86 45.01 6.65 3.07
2013 24.33 23.75 44.83 4.6 2.49
2014 20.72 36.02 36.02 4.83 2.41
2015 15.51 31.02 37.52 6.5 9.45
2016 17.32 29.68 40.14 8.06 4.8

Data Sources: {2016 Development Trends of Venture Capital in China) .
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Figure 1. 2016 China venture capital exit method.

260.18
240.36

221.87\9 225.73

\ / 193.74%96.35

144.89 \
117.7%23.04
7.12

667" 45.62-44.01

32.68 378" ' 23.46—32-39-29.69

4.66—4.32 13.85

2006 2007 2008 2009 2010 2011 2012 2013 2014 2015 2016

— —Overallrate of return (%) Average annual rate of return (%)

Figure 2. China Venture capital investment exit rate (2006-2016). Data Sources: {2016
Development Trends of Venture Capital in China) .

becoming the highest point in recent years. The exit rate of the whole industry
accelerated, the investment project time was shortened, the average exit time was
only 3.92 years, and the overall annualized income reached 32.39%. However,
the exit performance of China’s venture capital investment fall to 225.73% and
the average exit time increased to 4.13 years.

In the specific project income, according to Table 2, although the overall in-
come for the whole year of 2015 is more than twice, but still half of the exit
projects are loss, accounting for 48.9%; project income 0% - 15% of the total.
The ratio is 12.1%; the proportion of income is 15% - 20% is 3.5%, the propor-
tion of this interval is the least; the proportion of income exceeding 100% is

16.2%, close to the peak of previous years.

3.3.2. Research on the Performance of Different Exit Modes of China’s
Venture Capital

Table 3 shows that the overall performance of different exit ways each year. In

general, the overall performance of IPO withdrawal is the highest, with an
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Table 2. China’s venture capital investment project exit rate distribution (2006-2016)
Unit: percent.

Year Loss 0% - 15% 20% - 50% 50% - 100% >100%
2006 73.8 6 3.6 2.4 14.2
2007 61.2 9.2 6.1 8.2 10.2
2008 63.2 3.4 4.1 8.9 17.1
2009 63 4.8 10.6 4.2 14.3
2010 63.2 8 4.7 4.2 17.9
2011 47.9 9.9 10.6 6.5 22.1
2012 47 8.6 10.5 4.5 25.9
2013 67.1 2.4 8.7 2.2 16.9
2014 56.9 4.7 9.4 11.6 13.1
2015 48.9 12.1 11.8 7.4 16.2
2016 56.9 9.7 9.9 5.8 15.1

Data Sources: {2016 Development Trends of Venture Capital in China) .

Table 3. Different ways to exit the project's overall rate of return (2006-2016) Unit: per-

cent.

Year IPO M&A Repurchase Liquidation New OTC
2006 491.45 27.35 -30.81 -53.63 -
2007 436.07 -15.37 -26.80 —42.63 -
2008 916.66 28.35 —41.98 -29.13 -
2009 327.75 4.74 -29.47 —42.66 -
2010 736.68 44.71 -21.19 —24.43 48.85
2011 799.38 41.47 -30.51 -65.37 63.19
2012 486.10 198.29 29.18 -15.34 32.48
2013 448.03 15.27 -34.28 —43.47 89.79
2014 601.66 63.55 —34.43 —34.43 27.26
2015 779.27 135.55 19.01 -15.60 16.86
2016 922.12 323.41 3.02 —43.62 193.82

Average 631.38 78.85 -18.02 -37.30 67.46

Data Sources: 2016 Development Trends of Venture Capital in China) .

average value as high as 631.38%, which is more than ten times that of other exit
methods. The peak is 922.12% in 2016. At the same time, mergers and acquisi-
tions can also achieve a relatively considerable income, the average income is
78.85%, but in 2007, there was a loss, which may be because the value of mergers
and acquisitions is underestimated, and full of great uncertainty; the other one is
the New OTC Market, with an average value of 67.46%. In the other two cas-
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es—repurchase and liquidations—they can only exit with a loss. But in order to
avoid big losses, VC typically put buyback clauses into their investments.

From the perspective of the whole year of 2015, the performance of all kinds
of exit methods is higher than that of previous years, among which the return
rate of IPO is as high as 779.27%, nearly eight times. The return rate of merger
and acquisition methods has doubled from 63.55% in 2014 to 135.55% in 2015.
The performance of repurchase also changed from a loss of 34.43% in 2014 to a
profit of 19.01%, while the loss of liquidation also decreased by nearly half.
However, the yield from the New OTC Market has declined. In general, VC be-
nefited from the capital market situation in the first half of 2015.

From Table 4, we can conclude that the overall market volatility from 2015 to
2016 was optimistic. Except for liquidation, the average annual return from oth-
er methods was positive, but the annual average income gap between IPO and
other methods still exists. Despite the high return on IPOs, the 2015 revenues
only reached historical averages; in addition, the proceeds from M&A were par-
ticularly eye-catching, with a significant year-on-year increase, from 17.49% in
2014 to 44.45% in 2015, significantly greater than the average in previous years.
The yields of repurchase and liquidation have also improved from previous
years, and the repurchase has also changed from a loss in 2014 to a profit of
4.05% in 2015.

Generally, it takes 4 - 7 years for a project to exit from investment. Therefore,
from the perspective of average annual return rate, venture capital industry is
not an industry that gets rich overnight. Seen from the past years, the average
annual return of IPO withdrawal is the highest. The average annual return in the
past decade is 112.4%, and the peak is 200.41% in 2010, which has reached twice.
The second is merger and acquisition. The average annualized income in the
past decade is 17.57%, and the highest is 66.4% in 2012. However, there was a
loss in 2007. Then, the average annual income withdrew from the New OTC
Market, is 10.91%. The average annual return on repurchases and liquidations

over the past decade remains a loss, at —8.01% and —8.55%, respectively.

4. Conclusions

This paper sorts out the data of China’s venture capital investment exit projects
in the past ten years. Through the average, it is found that in the exit mode, the
proportion of repurchase and mergers and acquisitions is relatively high, ac-
counting for 37.68% and 28.32% respectively, followed by IPO. It is 24.92%. This
is because IPOs are difficult, time consuming, and costly, and it is difficult for
companies with venture capital to grow to this stage. In the IPO project, most
companies choose to list in China, and only 6.8% choose to list overseas. Most of
the projects listed in China are listed on the GEM, accounting for 36.12%.

In terms of exit performance, the project can achieve good returns from the
overall perspective of the venture capital project, but this is the average result. In

the early years, the mutual damage project reached 60% - 70%, which has been
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Table 4. Average annual rate of return for different exit methods (2006-2016) Unit: per-
cent.

Year PO M&A Repurchase Liquidation New OTC
2006 45.55 15.00 -14.28 -17.57 -
2007 46.53 -9.35 —4.94 —-7.86 -
2008 143.33 1.33 -17.61 -6.05 -
2009 113.08 -0.37 -21.01 -6.59 -
2010 187.62 5.04 -5.35 -4.83 5.64
2011 200.41 12.99 -20.71 —-8.46 13.20
2012 84.62 66.40 14.86 -10.33 —4.47
2013 73.36 2.71 -19.31 -8.26 -0.90
2014 107.19 17.49 —4.22 -11.48 12.93
2015 114.38 44.45 4.05 -2.00 6.10
2016 120.35 37.58 0.38 -10.66 43.89
Average 112.40 17.57 -8.01 -8.55 1091

Data Sources: 2016 Development Trends of Venture Capital in China) .

alleviated in recent years. The rate is about half, which means that the risk of VC
is very high.

From the comparison of different exit methods, the return rate of IPO is the
highest, both in terms of overall return rate and average annual return rate, far
exceeding the return rate of other exit methods, especially in the bull market in
the first half of 2015, the overall return. The rate is 779.27%, and the return rate
in the year is as high as 114.38%. There is a great uncertainty in the exit of the
M&A method, and it is still profitable overall.
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